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|. EXECUTIVE SUMMARY (Project’sHistory)

This report summarizes the assstance of Barents Group of BearingPoint (formerly
KPMG Consulting) to the Supervison Depatment of the Pdestine Monetary
Authority (PMA), as contracted and funded by the United Sates Agency for
International Development (USAID). USAID, through Barents Group, has provided
assgance to the PMA sgnce February 1999. The primary god of this assstance can
be best summarized as supporting the PMA in devdoping, modernizing and
strengthening  key bank  supervison processes and in introducing a financid
intdligence unit (FIU). The objectives of this assstance have been to provide support
in the following arees.

Organizationd Structure and Policy
On-dite Supervison

Off-gte Supervison

Legd and Regulatory

Problem Bank Supervison
Licenang

Traning

Fnandd Intdligence Unit

USAID advisors have effectivdly asssed the PMA in its efforts to develop,
modernize and strengthen key bank supervision processes despite the outbreak of te
second Intifada, on September 28, 2000. The outbresk of hodtilities severdly limited
USAID advisors access to the PMA and curtailed freedom of movement for the
PMA daff. In addition, the high levd of turnover of middle management a the PMA
put additional pressure on USAID advisors, who needed to gain the acceptance of
four different managers of the supervison depatment over a four and one-hdf year
period.

The success of the project is due, in large part, to the support USAID advisors
received fom Governor Dr. Amin Haddad of the PMA and the consstent, committed
and supportive attitude of our patnes a the USAID. Furthermore, these
accomplishments would not have been possble without the cooperation and
dedication of our counterparts a the PMA supervison department, who managed to
participate, learn and develop new tools despite the consderable hardship and stress
experienced during the Intifada

Since the beginning of the project, the supervison department at the PMA increased
its gaff by 60%. These newly hired employees were trained and integrated into the
department.

Examiners, andyss and coordinators formed the Offdte Methodology Development
Committee, and the Regulatory and Legd Review Committee. These committees
became conduits for developing new supervisory tools and for intensve on-the-job
training in supervisory techniques.
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Although much remans to be accomplished, after four and one-hdf years of
assigance the PMA peforms its duties in a more conssent and efficient manner.
The following highlights some of the most sSgnificant tangible successes achieved by
the Barents Group team during this project:

Provided extensve assgance in the devedopment of a Bank Supervison
Strategy for 2002. Advisors worked closdy with the supervison gaff to
design the format, communicate expectations and provide direct input into
the devdopment of sx primay gods Supervisory Fle Deveopment;
Quaity Control Program; Ondte Manuad Implementation; Cal Report
Implementation;  Manuad  for  Operations  Implementation;  and,
Establishment of the Technica Support Unit.

Developed an On-dte Examination Manud based on the U.S. regulatory
sysem, but cusomized to suit the Paegtinian banking and supervisory
environment.  Sixteen chapters of the On-dte Examination Manud were
drafted during USAID assgance to the PMA. Examings and PMA
managers conducted extensve testing and review of eeven chapters
providing vauable indght to specific issues rdevant to the Pdedinian
banking industry and gppropricte financid terminology for the Arabic
trandation.

Developed a risk rating process based on the CAMELS rating system,
setting a foundation for a risk-based supervisory approach at the PMA.
Desgned a new Report of Condition and Income together with detailed
line item indructions, assded the PMA daff during the introduction of
the new report to the banks, and supported the PMA and the banks
throughout the implementation process.

Developed programming ingructions and a users guide for the Uniform
Bank Performance Report (UBPR) and supported the PMA during the
development of this supervisory tool.

Introduced CAEL risk rating sysem and traned PMA andyds in its
goplication in the off-site supervisory surveillance process.

Asssted the PMA in the preparation of regulations concerning Provisons
and Collaerd for Fecilities; Credit Concentrations and Investments;
Copitd Adequacy Ratios and Minimd Capitd Requirements, Open
Currency Pogtions, Liquidity Requirements, and, Investment Securities
and Bank Dedler Activities.

Reviewed a draft of the Banking Law from the point of view of the
enforcement cagpability of the PMA.

Prepared a problem bank manual and conducted workshops in order to
build infrastructure for dedling with problem banks.

Prepared a comprehensive bank license approva package and provided
guidance on the trestment of Money Changers by the supervison
department.

Delivered fourteen forma courses to the PMA daff and conducted
numerous on-the-job training sessons.

Asssd the organizationd, financid and legidative environment as it
relates to the introduction of afinancid inteligence unit (FIU).
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. PROGRESSRELATIVE TO TANGIBLE RESULTS

The Tangible Results for this program can be grouped into eght caegories
Organizationd Structure and Policy; Ondte Supervison; Offdte supervison; Legd
and Regulatory; Problem Bank Supervisdon; Licensng; Traning; and, Finencid
Intelligence Unit.

A. ORGANIZATIONAL STRUCTURE AND POLICY

In an effort to provide more guidance to the management and staff of the PMA Bank
Supervison Department, USAID advisors provided recommendations and assisted in
refining the depatment’s organizational dructure.  Additiondly, USAID advisors
reviewed and made recommendations on certain functions and policies that enhanced
the PMA’s effectiveness. The USAID advisors initid efforts focused on developing
a comprenensve Strategic Plan.  Although PMA management did not adopt the
recommended plan, many concepts detailed in the plan were used in the development
of a Manua of Operations and the Strategy for 2002. USAID advisors provided
research, asssance and recommendations concerning the devdopment of an
Outreach Program, Cross-border Agreements and dealings with External Auditors.

The efforts of the PMA and USAID advisors in the aress of: Strategic Plans;, Manuad
of Operations, Strategy for 2002; Outreach Program; Cross-Border Agreements, and
Externa Auditors are detailed below.

Strategic Plan

USAID advisors worked extensively on a drategic plan for bank supervison during
1999. The draft plan identified benchmarks for the Supervison Depatment with
assigned timeframes.  The find draft drategic plan for Bank Supervison included a
misson datement accompanied by specific components necessary within Bank
Supervison in order to reach each god. Unfortunately, the Governor a the time left
the PMA without approving the find drategic plan. While the drategic plan was
never officidly adopted, many of the concepts were incorporated in the Manud for
Operations.

Manual for Operations

In June 2000, USAID advisors began asssing the Deputy Governor with the
development of a Manud for Operations for the Bank Supervison Department. This
manua redtructured the department with a new organizationd chart and established
sysems for each of the divisons of Bank Supervison. The Manud for Operaions
developmental process provided USAID advisors with an opportunity to present
integrated supervisory concepts and strengthen the concept of scheduling  bank
examinations based on a bank - pecific supervisory srategy (risk-based approach).

The design of the manud darted with a draft prepared by USAID advisors. The
manua outlines the misson, objectives, and respongbilities of the Bank Supervision
Depatment as a whole, the Supervison Depatment Council and each unit of the
department. In addition, it contains detailed descriptions of each professona job in
the depatment, including job summaries, respongbilities, and requirements. It
further provides detalled descriptions of lines of authority and communication. The
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manua received extensve review by the PMA management and Staff throughout the
remainder of 2000 and the first Sx months of 2001.

In mid 2001, Acting Governor Dr. Amin Haddad approved the manud for operations
as an officid guiddine for operations of the Supervison Depatment. USAID
advisors met with the supervison daff on severd occasions to provide training on the
manual and to reinforce concepts of integrated supervison.

Strategies for 2002 and 2003

At the request of Governor Haddad, USAID advisors guided the PMA daff in
developing Bank Supervison Strategies for 2002 and 2003. Advisors asssted in
secting team membes, dedgning the forma, communicating —expectéations,
reviewing draft products, and providing direct input into the plan. Advisors firg
guided the gdaff in devdoping Sx primary god datements, identifying the seps to
accomplish the gods, and devdoping an action plan to implement the steps.  For the
2002 draegy, the sx primary god sStatements were: Supervisory File Development,
Qudity Control  Program, Onsdte Manud Implementation, Cal  Report
Implementation, Manud for Operations Implementation, and Establishment of the
Technical Support Unit.

The PMA Bank Supervison Staff vigoroudy implemented the drategic plan in
January 2002, but their work was severdy disrupted by the accelerated violence in the
West Bank during this period.

Upon his arivd in late 2002, the senior consultant asssted in the development of the
drategic plan for 2003. Agan, Sx objectives were identified: encouragement of the
reduction of the number of financid inditutions;, incressed communications between
the PMA and extend auditors, enhancement of the technicd skills of banking
supervison depatment managers and daff; deveopment and implementation of a
program for dedling with problem banking inditutions, completion of an assessment
of dl banks risk management practices, including adherence to the banking law and
PMA circulars and orders, and, improvement of department structure and reporting
documentation. Because of a change in department management and the March 2003
ordered evacuation, the plan was never submitted to, or approved by, the PMA Board
of Directors. However, the department has made efforts toward implementing al of
the objectives.

Outreach Program

To determine the need and extent of a formalized outreach program, USAID advisors
met with severa commercid bankers, as wel as representatives of the accounting
community to determine the concerns they faced in ther dedings with the PMA.
From these meetings, USAID advisors identified a need for a more comprehensve
goproach to dandard communication activities with the banking and financd
community.  Although the PMA management regected the recommendetion for a
forma outreach program, the PMA gaff dong with USAID advisors began to consult
with banks on issues, such as new regulations, regulatory reporting, management
information systems, and information technology. During the last quarter of 2001,
the PMA increased consderably the frequency and scope of outreach activities
because of the new Call Report implementation.
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During the last quarter of 2002 and the first quarter of 2003, the resdent advisor
participated in meetings between the PMA Offgte unit and individud bank managers.

The purpose of these meetings was to discuss problems associated with completion of
the newly adopted Cal Report. What was aso ganed from the meetings was an
opportunity for bankers and PMA daff to meet and discuss common arees.  This
resulted in an increased underganding on the part of both towards the other. During
this time period, the reddent advisor dso met with the Pdedinian Bankers
Association to discuss common concerns— mainly provison requirements.

Cross-Border Agreements

Initid work on a cross-border policy began in May 1999, when USAID advisors
identified weeknesses in current cross-border agreements with the countries of
Jordan, Egypt and Tunisa  USAID advisors prepared a revised cross-border
supervisory agreement with the Centrd Bank of Jordan. The revised agreement
incorporated the Bade Committees policy on cross-border supervison and
internationa regulatory standards.

External Auditors

At the request of the PMA, USAID advisors researched ways that the PMA can desl
effectivdly and equitably with externd auditors. The research involved reviews of the
United Kingdom's Financid Services and Markets Act, materid from the United
Kingdom's Financid Sevices Agency and the Internationd Federation of
Accountants.  The PMA wants to ensure that externa auditors provide more reigble
and thorough audits usng qudified auditors and based on Internationd Audit
Sandards.  This initiative will potentidly require changes in current laws and
regulations, and closer cooperation between the PMA, banks, accounting firms and
associations.

In early 2003, the resdent advisor asssted depatment daff in the development and
delivery of a conference for Externd Auditors. It was the first such meeting. More
are planned and are scheduled on a quarterly basis.

B. ON-SITE SUPERVIS ON

The purpose of this dement of technica assgtance is to assist the PMA in building a
wdl-trained, consgtent, risk-focused examination workforce. This dement is
comprised of three primary areas. 1) develop basic chapters of an On-Ste Supervison
Manud (hereinafter, “Manud”); 2) develop other tools and policies to increase the
efficiency and congstency of the onSte examinaion process, and 3) ddiver forma
and on-the-job training in risked-based supervision and the use of the Manud.

On-site Examination Manual

Initid efforts focused on developing a Manud that addressed the basic risk factors
inherent in any banking sysem and further talored the Manud to address specific
rsk issues rdevant to the Pdedinian banking industry. Expectations at the beginning
of the project were to build an on-dte manud based on exiting PMA manuds.
However, the PMA had no functional on-dte process, and thus no existing on-ste
supervisory tools. Thus, on May 3, 1999, Governor Foaud Beseiso requested that
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USAID advisors develop a manual based on the U.S. regulatory sysem. Sixteen
chapters of the On-Ste Examination Manual were drafted during USAID assgtance
to the PMA. Examiners and PMA managers conducted extensve testing and reviews
of eeven chapters, providing vduable indght to specific issues rdevant to the
Pdedinian banking industry and appropriate Arabic trandation. USAID Advisors
and PMA daff assembled the deven chapters into a fina publishable format and
presented the Manua for approva to Acting Governor, Dr. Amin Haddad, on March
15, 2002.

Much of the difficulty in accepting and usng the Manud demmed from the
complexity of the Arabic language. Many of the terms used in the Arabic verson
were in dispute because of the lack of a commonly used banking language in the
West Bank and Gaza. Bankers and regulators in the West Bank and Gaza gained
their education and experience in various “language regions’ of the Arab world, and
thus prefer to use the Arabic terms that are mogt familiar to them. This difficulty will
not go away until the Pdedtinian banking industry and the PMA develop a glossary of
Pdedtinian Arabic banking terms.

Despite the lack of complete acceptance and approval by PMA senior management,
USAID advisors used the draft manud as the foundation for ther training and
guidance during examinations. This demondrated to the PMA gaff the benefits of
the manud as a guide to the examination process and its value as a rich resource in
understanding and andyzing risks. Because of these benefits, the PMA daff provided
condderable effort and input in making the Manud a credible and useful tool in the
examination process.

While USAID advisors have developed 16 chapters for the Manud, only eeven have
been adopted because of the necessary extensve testing and revisng (specificaly in
the use of the Arabic language). The Arabic verson of the remaining five chapters
have been reviewed and revised, taking into condderation the recommendations
provided in the teding of the initid eeven chepters. These remaning five chapters
will require tesing by the PMA gaff and management. The findized deven chapters
cover the following topics:

Planning and Control for Supervisory Activities, Internal and External Audits,
Review of Regulatory Reports, Analytical Review of Income and Expenses
(Earnings), Capital Accounts and Dividends (Capital), Deposit Accounts, Funds
Management (Liquidity), Management and Board Processes (Management), Letters
of Credit (Assets), Commercial Loans (Assets), and Guaranties |ssued.

The five chapters yet to be tested and adopted cover the following topics:

Loan Portfolio Management, Computer Services, Foreign Exchange, Related
Organizations, and Overall Conclusions Regarding the Condition of the Bank.

During the spring of 2003, the senior consultant asssted in the departments chapter-
by-chapter review. During these reviews a senior member of the depatment
presented the contents of each chapter. Discusson was then held on the meaning of
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teems.  The senior consultant would then answer questions regarding examination
procedures listed in each chapter.

Supervisory Tools Related to On-site Supervision

As in any gpproach that requires objectivity and consstency, there is a great need to
employ standard tools and sound policies. USAID advisors developed a number of
such tools and policies to educate examines and assst them in the examination
process. These tools focused on a risk-based gpproach to supervison and emphasized
the need to identify root causes of deficiencies and high-risk activities. This was a
mgor shift from the PMA’s earlier gpproach of determining compliance with laws
and regulaions, rather then actudly identifying and measuring risks.  The tools were
adso dedgned to assigt in the examination process and dlow examiners to take a
consistent approach bwards examining banks. Throughout the project, the tools have
been revised and enhanced to reflect the changes in the Paedtinian banking industry
and the supervisory needs of the PMA.

These tools included:

1) A risk rating process based on the CAMELS rating sysem which
provides the fundamentas necessary to accurately rate the risks in Six
categories Capitd, Asset Qudity, Management, Earnings, Liquidity
and Sendtivity to Market Risk. A matrix was drafted and discussed
with senior department personnel. The result of these discussons was
the adoption of the matrix to the banking Stuation in the Best Bank and
Gaza Recently hired daff were given indruction in the use of the
matrix; however, a the end of the contract, the matrix had not been
officialy adopted for use by the department.

2) A dandad forma for Reports of Examinations that, & a minimum,
covers the mgor risk areas anayzed during an examination.

3) A dandard request letter for onrgte examinaions which sats forth the
items needed by the PMA from the bank in order to accomplish the on-
gte examination.

4) A Supevisory File for each bank conssting of a computer-based data
file contaning corporae and risk assessment information, including
summaries of ondte ingoections and off-dte analyss, correspondence,
and supervisory action plans for each bank.

5) Supervisory action plans which act as the bass for a formdized
scheduling process for on-Ste and off-gte activities.

6) A checklig of suspicious activities that would ad the examiners to
recognize fraudulent activities as they perform their regular examination
duties. The checklist covers activities that may occur in the course of
money laundering, check kiting, embezzlement, and other incidents of
fraud.
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Training

USAID advisors provided condderable training in the use of the Manud and
examinaion tools through forma and onthe-job training.! Forma training centered
on basc rik-based issues udng as its foundation the CAMELS rating sysem. In
addition, traning opportunities were used to emphasize the need for integrated on-Ste
and off-gte supervison.

During the project, a condderable amount of on-the-job traning was provided.
However, USAID advisors found it difficult to provide effective and thorough on-the-
job training because they were not initidly alowed to accompany ornsSte ingpectors
to examinations. Thus, the mos effective on-the-job training was provided during the
planning dage of onSte examinations and the preparation of Reports of
Examinations, which were routinely carried out a the PMA office In an attempt to
deliver onthe-job traning during an examination, examings met daly with USAID
advisors a the PMA office to discuss issues arisng during the day. Additiondly,
USAID advisors were in frequent contact with examiners via the telephone and, at
times, emal. While this proved beneficid, this method of on-the-job training dowed
the learning process and prevented full development of examiner skills.

C. OFF-SITE SUPERVISION

In order to drengthen the PMA’s off-site capacity, USAID advisors concentrated
ther efforts on the following components. Introduction of the Report of Condition
and Income, Development of the Uniform Bank Performance Report, Strengthening
the Capacity of the Off-dte Supervison Unit, Implementation of the Report of
Condition and Income, and Introduction of Supervisory Tools Reaed to Off-dte
Supervison.

Introduction of Report of Condition and Income

The initid dage of the off-dte supervison component focused on accounting and
regulatory reporting issues. USAID advisors conducted a review of the PMA’s bank
reporting forms and indructions.  This diagnogtic resulted in the recommendation to
enlarge the scope of the regulatory reporting in order to create the bass for a more
comprehengve financia condition andyss and risk assessment of a single bank. The
recommendations aso included the desgn of severa supporting schedules and
reports ensuring that the PMA collects data elements necessary to caculate capitd,
asst qudity, earnings and liquidity ratios thus condituting the bags for financid
condition anadyss and risk assessment and the development of a comprehengve set of
ingtructions ensuring data integrity and comparability.

In addition, USAID advisors proposed to transfer the database maintenance at the
PMA from a PC to a server environment. In order to facilitate these changes USAID
advisors suggested the formation of an off-dte methodology development team
regpongble for the desgn of the new Report of Condition and Income, its

1 Please see the section of this report on training for a comprehensive listing of all formal training courses
delivered during the project.
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indructions, implementation of the report a the banks and establishment of the PMA
supervisory database.

USAID advisors transferred an existing single bank’s data to the Barents office in
Washington DC in order to design a link between the data and an andyticd system
cdled Bank Off-dte Supervison Sysem (BOSS) and to produce intermittent reports
for the PMA. The BOSS was sdected because it was previoudy successfully
introduced in a banking sysem comparable in Sze to the Pdedinian banking system.
The Barents programmers completed a preiminary design of BOSS for Pdegtine and
USAID advisors presented it to the PMA. However, PMA management decided to
return to the origind plan of interna desgn of the supervisory database and a
representative of the PMA Information Technology Department was incorporated
into the activities of the off-ste methodology devel opment team.

The English and Arabic versons of the Report of Condition and Income were
completed duing the fird quater of the year 2000 and the off-dte methodology
development team began to circulate the Cal Report for review and comments among
the supervison daff both in Ramdlah and Gaza offices  Smultaneoudy, USAID
advisors and team members initiated outreach efforts to the banks and began to vist
individua banks in order to discuss the proposed supervisory reporting and obtain the
feedback about banks' ahility to generate the required information.

During the second and third quarter of the year 2000, the PMA dgaff continued to
review the proposed Report of Condition and Income. This review became an
integral part of the on-the-job training process for the supervison daff focusng on
regulatory issues relaed to the new reporting requirements. These included loan
classfication, provisons for loan losses, legdly admissble collaterd, baance sheet
vauation process and its income statement recognition, accrua basis of accounting
and the cdculation of Capitd Adequacy Ratios. In addition, teams reviewed the
Arabic trandation of the line item ingructions to ensure uniformity and darity of the
financid and regulatory terminology of this verson.

Smultaneoudy, an IMF Misson conducted a review of the newly proposed Cal
Report and asked for modifications that would incorporate the badance of payment
requirements. USAID advisors supported the PMA d&aff in designing appropriate
modifications in an effort to combine al the reporting requirements of the PMA, thus
reducing regulaory burden to the banks.

Development of the Uniform Bank Performance Report
The off-gte deveopment efforts focused on the design and testing of the interface
module to facilitate transmisson of data from the banks, deta base building to contain
the newly gathered data, and programming and testing of the supervisory andytica
output reports, Uniform Bank Performance Report (UBPR).

During the firsd quater of 2001, USAID advisors completed programming
ingructions for the UBPR and designed a Usars Guide br the report. The UBPR is
an anayticd tool crested for off-gte andyds and for the preparation of on-dte
examinaions. In a dandardized format, it illudrates the impact of management

Barents Group of BearingPoint 11
FINAL REPORT - October 31, 2003



Srengthening the Palestine Monetary Authority
SEGIR GBTI
Contract No: PCE-1-800-98-00012

decisons and economic conditions on bank peformance and baance sheet
compogtion. The performance and compostion data contained in the report is used
to evduate adequacy of capitd, earnings liquidity, asset and liability management
and growth management.

The UBPR is based on the information collected from the banks and housed at the
PMA database. The report contains over 500 vaues and financiad ratios desgned and
presented in a way that provides a comprehensve view of a bank’s financid
performance.  The UBPR usudly contains peer group data facilitating comparative
andyds of banks. Initidly, the Pdedinian UBPR will concentrate on anadyss of a
sngle bank and the sdlection of peer groups will be attempted after severd quarters of
data are gathered and analyzed.

The UBPR presents bank ratios across various time bands dlowing andyds to
observe trends and changes in banks financia condition. On the basis of the UBPR
methodology, andyds are able to review a bank’s present financid condition and
make predictions about future trends. The tool is dso useful during on-dte
examinations in an examiner’ s review of earnings performance.

Near the end of the contract period, the senior consultant was working with the
department in extracting key ratios from the report that would then be used as part of
an Ealy Waning Sysem. This would compare individua bank performance in the
aress sHected agang adopted norms.  Deviations from these norms would dert the
department to potentid problems. The department would immediately focus on these
areas of dert — thus, an Ealy Warning System would be in place. As stated above,
efforts in this area were begun a the end of the contract period and were not
completed.

Since the PMA opted for the internal development of database and output reports, the
IT depatment hired two designated programmers who completed the development of
an Oracle database, an Excd interface module and the UBPR output reports during
the second quarter of 2001. The programmers adso began to test the UBPR formulas
on the test bank program prepared by USAID advisors before the red life data
became available.

Strengthening the Capacity of the Off-site Supervision Unit

During the firg quarter of 2001, a the request of Dr. Amin Haddad, the off-gte
development efforts turned to drengthening the capacity of the off-dte supervison
unit. Throughout the duration of the technical assstance, the unit has experienced a
veay subgantid gaff and line management turnover, serioudy impeding the efforts to
indtitute appropriate guiddines and procedures. USAID advisors supported the off-
dte unit in indituting procedures and reports tracking banks non-compliance with
normalized ratios and maintaining appropriate contacts with banks management.

A mgor effort was made to strengthen the monitoring of the qudity of banks
financid reporting to the PMA, indituting an initid review by an andys of monthly
reports, communicating errors and inconsstencies to the banks and a follow up
process, in order to obtain corrected information from the banks. The initid review
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of the regulatory reporting includes internd condstency checks for dl reports and
supporting documents as of the same reporting date, comparison of reports for severa
consecutive periods and, whenever possible, comparison of the PMA data with data
included in the externd auditors reports. For the purpose of this review, USAID
advisors designed several Excel spreadsheets and incorporated them into the on-going
monitoring of the qudity of the regulatory data.

In addition, the andyss ae required to mantan up-to-date files of dl banks
supervised by the off-dte unit in Ramdlah, containing results of financid andyss
together with appropriate  work papers, correspondence  with  the  bank,
recommendations and records of supervisory actions and the latest onSte
examination report.

A transfer of the supervisory data mantenance from a PC to a server environment
requires ongoing cooperation between the off-dte supervison unit and the IT
department. USAID advisors worked with both entities to establish closer
cooperation and put in place procedures for data gathering, validation and access.

I mplementation of the Report of Condition and I ncome

The Report of Condition and Income was digtributed to the Paedtinian banking
system on February 25, 2001. PMA management required banks to review the new
reports and submit their comments to the PMA by the end of March 2001. In order to
provide support to the banks in the new Cal Report implementation process, the
PMA organized a series of outreach sessons and invited banks representatives to
discuss issues and timeframes related to the new report implementation. USAID
advisors provided ongoing support in preparation of outreach efforts and participated
in dl megtings organized by the PMA.

The firg outreach meeting was held in April 2001. USAID advisors delivered a
presentation outlining the differences between the new and the exising reporting
systems. Dr. Jema Nouh, the head of the IT department, presented the IT department
plan to support the banks in the implementation of the new reporting.  The second
outreach meeting was hed in May 2001. Representatives of the banks met with the
PMA daff and USAID advisors to discuss Report of Condition and Income
implementation issues. As a result of these meeting, the PMA was adle to gain an
appreciation of the banks perspective on cost and time estimates for the new report
implementation. In addition, the PMA doaff continued to educate banks
representatives on requirements of the new reporting, discussing a wide range of
accounting, systems and operationa topics.

In order to help banks in the new reports implementation process, the PMA proposed
to utilize the banking network, developed for the payment system, to assst banks in
linking their branches with ther headquarters. Such a link should improve banks
ability to produce timely and correct financid datements, thus postively affecting the

supervisory reporting.

During the third and fourth quarter of 201, the PMA gaff intensfied outreach efforts
related to the new reporting implementation by conducting follow up vists to the

Barents Group of BearingPoint 13
FINAL REPORT - October 31, 2003



Srengthening the Palestine Monetary Authority
SEGIR GBTI
Contract No: PCE-1-800-98-00012

individual banks and by providing guidance to computer companies retained by banks
to amend ther sysems. USAID advisors participated in these vidts, reviewed
follow~up reports and supported the PMA in preparing communications to the banks
regarding sequencing of the accounting and sysems changes required for the
implementation of the new reporting.

Banks representatives vidted the PMA in November 2001 in order to discuss the
progress of the new regulatory reporting efforts. A maority of banks informed the
PMA that the difficulties they encountered during the Cal Report implementation
might prevent them from meeting a January 11, 2002, deadline. A meeting was held
during intendfied cdosures impossd on towns and villages in the Pdedtinian
Territories and banks daff had experienced frequent difficulties and delays in
reeching their offices. In addition, two foreign branches planning to implement new
computer sysems in order to facilitate the new reports implementation, experienced
difficultiesin bringing IT teams from Jordan to Pdegtine.

The PMA invited generd managers of banks and informed them tha they had no
intention of extending the Cdl Report submisson deadline any further. Generd
managers assured the PMA of the continuous efforts by the banks to implement the
new reporting system and promised to findize the accounting and system changes
during the first quarter 2002. The PMA informed the banks that they are required to
submit a parald reporting during the first quarter of 2002 and they would continue to
file both sets of reports until the PMA is satisfied with the qudity of the new reports.

During the first quarter of 2002, the mgority of the Pdedtinian banks submitted the
new reports a the PMA. The quadity of the completeness of these reports varied
greatly, and is directly rdated to the complexity of each indtitution as wel as to the
levd of IT sysdsems and the ability of bank's daff to understand and gpply the
Internationa Accounting Standards.

The PMA gaff and USAID advisors conducted extensive reviews of the new reports,
including andyss of internd condgency, comparison with the existing reports for
the same period and comparison of the new reports for consecutive periods. The
results of these reviews were communicated to the banks and banks representatives
promised to correct data and resubmit the reports a the PMA, as well as to continue
to improve the qudity of subsequent reports. As of January 31, 2003, al banks were
usng the New Cdl Report and only minor, easly corrected midakes were being
made.

Supervisory Tools Related to Off-site Supervision

After the completion of the Off-ste Survellance Course (see Section G, Training for
further discusson), USAID advisors began to conduct on-the-job training for the off-
dte daff to reinforce the newly acquired concepts of the CAEL anayss and risk
ranking methodology.  Initidly, daff efforts focused on the review of financd
returns for correctness and integrity of reporting, and the identification of reporting
erors. The next gep included communication with the banks and correction of the
data because a vdid CAEL andyds can only be peformed usng an accurae
regulatory database.
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Smultaneoudy, USAID advisors desgned a Spreadsheet containing about seventy
ratios and vaues, and taught the off-dte daff how to andyze the information. The
Spreadsheet contains ratios for severa quarters that are useful for trend andyss. This
sporeadsheet and severd other supporting reports conditute the basis for quarterly
andysis and rating each bank’s capitd, assets, earnings and liquidity.

Each andyd is required to update the spreadsheet with financid information as of the
last quarter, review the information for completeness, interna coheson and
conssency with other reports, and obtan from the bank explanations and/or
corrections of the data that are ether unusud or incorrect. Afterwards, each anayst
prepares a written report containing the results of quarterly off-ste anadys's according
to the CAEL methodology.

The report is divided into four sections, discussng capitd, asset quaity and
composition, earnings, and liquidity. Each section is supposed to address the present
condition, historical trends and make predictions about future trends. Based on the
review of this information, analysts rate each component on a scale from 1 to 5 with a
rating of 1 being the lowest leve of risk.

In the second quarter of 2001, the off-Ste unit began to incorporate audited banks
gatements into the overdl anadyss. USAID advisors designed another spreadsheet to
facilitate this comparison and focused on-the-job traning for the off-dte gaff on
identification, reconciliation and correcting the differences between the audited
datements and financid data in the PMA database.  In addition, the PMA daff
communicated the results of this analyss to the banks and externa auditors, asked for
an explanation of differences and correction of data submitted to the PMA.

This process has been very beneficid not only in terms of disciplining the banks and
increesing trangparency in the financid sysem, but aso as an educationd tool for
andyss and examiners to learn how to identify errors and communicate with banks
necessxry corrective action. It is dso hdpful in terms of andlyzing and interpreting
the external auditors' reports.

At the end of the first quarter of 2002, the off-dte staff conducted between two to
three quarterly CAEL analyses for each of the nine banks assgned to the Ramdlah
off-ste saff.

D. LEGAL AND REGULATORY

Because the PMA mugt work within a complicated legd and regulatory framework,
many initiatives in this area focused on darification of concepts and establishment of
a regulatory regime following internationd and IMF guiddines.  Initidly, USAID
advisors reviewed the draft “Banking Law”. This review culminated with a detailed
written andyds of the draft document with comments endorsang improvements to
better support bank supervison functions.  Additiondly, USAID advisors worked
closely with PMA management to develop remedies for problem banks under the
exiding legidation in the West Bank and Gaza. Advisors prepared a legd review of
current legal documents and provided a discussion paper.
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During the development of the Report of Condition and Income, it became apparent
that a comprehensve review of al PMA regulaions and circulars was necessary in
order to ensure appropriate tracking of compliance. USAID advisors recommended
the establishment of a regulatory review committee to review the existing regulations,
to harmonize them with the proposed new laws and b identify areas where new rules
and regulations were required to support changes in the banking industry. The
Governor approved the recommendation and at the end of 1999, a newly formed
committee conducted a comprehensve regulatory review and supported the off-dte
methodology development team in solving legd and regulatory issues.

The committee, with guidance from USAID advisors, completed regulations
concerning Provison and Collaerd for Fadilitiess Credit Concentrations and
Invesments in  Securities, Capitl Adequecy Ratios and Minimd Capitd
Requirements, Open Currency pogtions, Liquidity Regquirements, and  Investment
Securities and Bank Deder Activitiess A definition of a ‘resdent’ was prepared
according to IMF requirements. In addition, the team reviewed the most recent draft
of the Banking Law to ensure that al the new regulaions complied with its articles.

Other initiatives taken by USAID advisorsincuded the following:

Redrafted portions of the draft Banking Law, specificaly pertaining to
prohibited transactions and a definition of commercid interets.  This
definition was necessary for the design and ingructions to the Cal Report
when cepturing an affiliated person’s (indder) borrowing and depost
data

Clarified certain points concarning the legd lending limit. The Ramalah
examiners cdculate the limit for foreign branches based on the cepitd of
the consolidated parent organization, while Gaza examiners caculate the
limit based on the ‘donation capitd’ that foreign branches are required to
hold in Palestine, currently US$5 million.

Initiated new regulaions covering loss loans dlassficaion, provisons,
admissble collaterd, baance sheet vauation, capitd adequacy and
concentretion limits.

Worked closdy with IMF consultants to recommend changes to content
and format of draft regulationsto bring them in line with IMF standards.
Assged in the devdopment of a specific regulation on Provisons and
Collatera for Facilities for Idamic Banks.

Additiondly, in July 2001 USAID advisors provided input to a revised regulation on
Asxt Classfication, Provisoning and Admissble Collaterd. PMA issued the new
regulation as Circular # 93 — D4/7/2001 in July 2001. The new regulation is a notable
improvement and includes  the dandardization of the classfication approach; the
definition and quantification of admissble collaerd; and the introduction of the
economic condition of the borrower as one of the criteria for asset classfication. The
change to reviewing the economic condition of a borrower dlows for a more
proactive classfication and provisoning than a mechanism reying soldy on an
asset’'s past due status. The new regulation conforms to the Basd Core Principles and
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international regulatory practice.  Further revisons to the Circular # 93 are being
consdered. These revisons will address collateral protection adequacy and how it is
used in caculating provision requirements.

E. PROBLEM BANK SUPERVISION

Meaningful Problem Bank Supervison poses difficulties to the PMA because of the
politicd and economic environment, and the influence of foregn banks on the
Pdedtinian banking sysem. However, in October 1999, USAID advisors reviewed
information on three potentid problem banks and developed action plans for deding
with key weaknesses facing these ingtitutions.

USAID advisors ddivered a problem bank workshop in both Ramdlah and Gaza
offices using the three banks as case studies. USAID advisors provided a draft
Problem Bank Manud that needed to be incorporated into a pilot problem bank
program in order to test for applicability to the Pdedinian lega framework and
banking environment. To date, such a pilot program is on hold until appropriate
changes in the politicd and economic environment becomes conducive to more
effective supervison of problem banks.

However, in mid 2001 the PMA took gtrong adminidrative action agang an
extremey financidly wesk and poorly managed bank, and placed the inditution into
receivership. USAID advisors supported the receiver by conducting analyss of the
bank’'s financid data, andyzing audited datements and discussng possble actions
that could be taken by the recaver in order to improve the bank’s condition. The
actions taken by PMA in this ingance indicate a willingness to pursue appropriate
action towards problem banks, but only under extreme conditions.

F. LICENSING

While licensng activity within the Pdegdtinian teritory has been limited, USAID
advisors conducted a thorough review of PMA licenang practices. During October
1999, USAID advisors developed a comprehensive bank license approval package.
This package provides for more detailed information regarding potentid banks
founders dong with the managing board and bank administrators. USAID advisors
dso developed a document-processng checklis to ensure that dl pertinent
documents relaing to the bank’s application are checked when received. Additiona
guidance was provided on the treatment of Money Changers under the bank
regulatory processes in the West Bank and Gaza. These tools are now available to the
PMA in reviewing new licenang applications.

G. TRAINING

This section highlights the training courses and ddivery dates, presented by resdent
and short-term advisors during this Project.

Basic Bank Supervision:
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During the second quarter of 1999, a resdent advisor on-Ste deivered the Basic
Bank Supervison course for examiners and andysts. The course provided a basic
overview of Bank Supervisory Activities from the regulatory perspective. The mgor
topics included: bank supervison — definition and policy, the supervison function
and process, legd and regulatory matters and the condition of the inditution — risk
andyds within the inditution. During the third quarter of 2003, the senior consultant
delivered this course to 12 newly hired staff members.

Basic Credit Analysis:

In July 1999, a short-term advisor delivered the Basic Credit Analyss course for
examings and andysts. The course provided the Basc Tenants of Sound Credit
Generdtion and the Management of Risk in the Lending Operation. Students were
introduced to the Importance of Operationa, Managerid, and Audit Controls in the
credit generation and management processes.  The course illustrated typicd loan
grading sysems utilized by banking inditutions. Findly, dudents ganed an
appreciation for the root causes of unsatisfactory loan portfolios.

New Employees Training Program:

During March, April and May 2000, resdent and short-term advisors ddivered a
comprehensve traning program to 12 newly hired PMA employesss A smilar
program was designed and ddivered during the September and October 2003. The
participants and the PMA conddered the training as very successful and consequently
the new employees were easly integrated into the supervison depatment. The
following ten one-week courses were presented to the PMA taff during thistraining:

Basic Bank Supervision:
In March 2000, a resdent advisor ddivered the Introduction to Bank Supervison
course. The course provided a basic overview of Bank Supervisory Activities from

the regulatory perspective.

Bank Accounting for Examiners:

In March 2000, a resdent advisor delivered the Bank Accounting for Examiners
course. The course provided explanation of International Accounting Standards as
they aoply to the banking indudtry, introduced accounting theory within the context of
bank supervison, and related financial Statements to customer base, investor reports
and regulatory reporting.

Islamic Banking:

In April 2000, a senior member of the PMA daff with asssance from USAID
advisors delivered the Idamic Banking course.  The course focused on maor
differences between commercid and Idamic banking, issues pertinent to prudentia
regulations and supervison of Idamic banks, and accounting Standards for Idamic
banks. The course examined the difficulties and benefits of Idamic banks operaing in
aconventiond banking system.
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Off-site Supervisory Techniques:

In April 2000, a resdent advisor ddivered the Off-dte Supervison Techniques
course. The course introduced the off-dte supervisory process, its integration into the
supervisory strategy and its complementary role for on-Site supervison.

Internal/External Audit:

In April 2000, a resdent advisor ddlivered the Internd/Externd Audit course. The
course focused on the introduction of the role of internd controls in risk management,
understanding and appreciaion the importance of internd controls and audit
procedures, and the effectiveness of interna controls.

Basic Funds Management:

In May 2000, a resdent advisor delivered the Basc Fund Management course. The
course provided a review and evauation of banking risks and necessary control
procedures, developed an understanding of exiging theories of funds management,
related the issues to red life examples and developed appreciation for control
features.

Basic Credit Analysis:
In May 2000, a short-term advisor delivered the Basic Credit Analyss course. The
course provided the basic tenants of sound credit generation and management of risk
in the lending operation.

Capital Markets (Treasury, Dealing, Foreign Exchange):

In May 2000, a short-term advisor delivered the Capital Markets course. The course
provided an overview of Capitdl and Foreign Exchange Markets, and Deder
activities.

Managing the Examination Process:
In May 2000, a resdent advisor delivered the Managing the Examination Process
course.  The course provided a review of the objectives of supervison (continuous,
efficient, effective, risk-based and guided by the drategy), new concepts in managing
the examination, delegation of duties and authority, personnd management and the
importance of effective communication.

Practical Bank Smulation and Cases:

In June 2000, resdent advisors led the Practical Bank Smulation and Cases seminar.
This section of the training provided an opportunity for the participants to put into
practice dl the recently acquired knowledge.

Off-site Supervisory Techniques:

In June 2000, a resdent advisor delivered a two-week Off-gte Supervison
Techniques course for the dl andysts and examiners except the newly hired daff.
The course introduced the off-dte supervisory process, its integration into the
supervisory drategy and its complementary role for on-gte supervison. In February
2002, a reddent advisor delivered a two-week Off-dte Supervison Techniques
course for newly hired off-gte andydts.
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H. FINANCIAL INTELLIGENCE UNIT

During December 2002 two short-term advisors were ontSte at the PMA to conduct
initid reviews of the required actions to creste a Financid Intdligence Unit (FIU).
During these vists and mestings with counterparts the advisors completed the
fallowing:

Developed a generd drategy for the development of the FIU, including

gaffing needs and the basic requirements of an FIU database. An outline

of this general drategy was developed which included proposed dates and

deliverables for future technical assstance vigtsto the PMA.

Worked on job descriptions and an outline of responshilities for members

of the FIU.

Identified the following mgor issues as problem aress.

1) Diffeing opinions regarding responghbilities and placement of the
FIU within the PMA.

2)  Limited expertise regarding morey laundering issues.

3) No current adminidrative infrastructure regarding money laundering
issues.

4)  Lack of aclear vison of how to structure the FIU.

Ddivery of follonron assstance has been repeatedly postponed by the PMA.
Beyond those deployment efforts postponed as noted in project quarterly reports,
during the last four months of the project efforts were expended by BearingPoint to
bring an FIU expert and FIU IT specidist to the PMA. These trips were cancelled at
the request of PMA Governor Haddad. The most recent event scheduled by
BearingPoint, but then abruptly cancelled at the request of the PMA, was a planned
trip by PMA Governor Haddad to vist established and operating FIUs in the
Netherlands and Belgium. All arangements had been made to vist these two FIUs
and additiona efforts were in process to add a vigt to the FIU in France when the
vigts were cancelled.

[1l. PROGRESSRELATIVE TO BENCHMARKS

Despite the addition of the FIU components, no benchmarks have been added to the
task order sncetheinitial contract of September 1998.

Technicd compliance has been achieved on ten (10) of the eeven (11) benchmarks.

Benchmarks
A) A policy proposal for dealing with cross-border supervisory issues should be
presented to the Governor of the PMA within two quarters from the beginning

of the contract. By the end of the first year evidence should be presented that
policy & proceduresfor handling thisissue arein place and being executed.

This benchmark has been technically met.
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Initidd work on the cross-border policy began in May 1999 when a senior policy
advisor worked to identify the weaknesses in the current Cross-Border Agreements
with the countries of Jordan, Egypt and Tunisa. The draft Agreement was presented
to Governor Foaud Beseiso on July 19, 1999 and later approved, verbdly by Dr.
Besaiso, on August 17, 1999. As of this report, the Cross-Border Agreement has not
been negotiated or implemented with other centrd banks having banking activities in
the West Bank/Gaza.

Full compliance with this benchmark depends upon the willingness and cooperation
of the other countries. The PMA has a policy that addresses cross-border cooperation
with home country supervisors.

B) Bytheend of thefirst year the BSD should have a strategy statement and within
eighteen months there should be clear evidence that this strategy is being
translated into day-to-day operations.

This benchmark has been met, both within the initial eighteen months timeframe and
on going.

Each year the PMA has adopted an operating strategy for the BSD. The depatment’s
Strategic Operating Plan for 2003 has been drafted and distributed to senior PMA
managers and department managers.

As with past drategies, the 2003 plan deds with specific targets, i.e, encouragement
of bank/branch mergers, improved communication with externa auditors, improved
internal  communications through enhancement of the PMA’s Supevisory Files
adoption and implementation of a Problem Bank Resolution Program; and, BSD
daffing and resructuring.  The USAID resdent advisor played a key role in drafting
the 2003 Strategy. He reviewed initid department drafts and then proposed
expangon and cdlaification in many arees. His suggestions produced a document that
was forward looking and did not itemize past accomplishments. His proposd dso
eiminated what were redly job descriptions and ingead listed clearly defined goas
and objectives.

C) Within two quarters a bank examination schedule should be prepared as well as
preliminary versions of standardized documents relating to onsite examination
such asreport of examinations, request letters to banks and formatted working
papers. By the end of the first year, evidence should be presented that
examinations are being conducted according to a pre-determined schedule and
standardized documents are being routinely employed.

This benchmark has been technically met.

Since 1999, a bank examination schedule has been prepared and followed —
exceptions to the schedule have been the result of the redtrictions imposed on the
movement of PMA inspectors as a result of the occupation of the West Bank & Gaza
by Isadi military troops and the redrictions of movement by Pdedinians within the
occupied territories.
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Barents advisors have prepared and presented to the BSD — in Arabic - a handbook
(manual) of dandardized examination procedures which covers the following aress
Planning and Control; Internal and External Audits; Review of Regulatory Reports;
Analytical Review of Income and Expense (Earnings); Capital Accounts and
Dividends, Deposit Accounts; Commercial Loans, Letters of Credit; Guaranties
Issued; Funds Management (Asset-Liability Management); Management and Board
Processes, Foreign Exchange; Real Estate Loans, Loan Portfolio Management;
Related Organizations; and, Overall Conclusions Regarding the Condition of the
Bank.

With these chapters, the PMA bank supervison department has the tools to conduct
ongte bank examinations under an international approach usng the CAMELS rating
system. It should be noted that the process to use these procedures must be supported
and enhanced by the use of scheduled classroom training courses.

In addition, the advisors presented the PMA with a standardized examination report
and a document on CAMELS ratings. The document outlines the CAMELS ratings
process and provides extensve definitions of each of the CAMELS components and
of the composte rating. A traning program was conducted in the third quarter of
2000 for examinersinchage in Ramdlah, spedficdly focusng on how these
processes can be used in West Bank/Gaza. The training was underway a the start of
the civil unrest and was interrupted for severd months.  Training resumed in the firgt
quarter of 2001.

During the first quarter of 2002, supervison saff developed and began to implement
the Supervisory File. The Supervisory File is a computer based data file for each
bank.  The file contans corporae and risk assessment information, including
summaries of ondgte ingpections and offdte andlyss, correspondence, and supervisory
action plans for each bank. The action plans are the basis for a formaized scheduling
process.  Bank supervison, working with the IT depatment, developed the
Supervisory File format and parameters.

D) The supervisory action plans developed for each bank are the basis for a
formalized scheduling process for onsite activities. We initially started with the
onsite action plans and designed an automated scheduling process that will
allow management to provide sufficient resources to onsite activities. The
scheduling process involves prioritizing activities based on banks' risk profiles,
time since the last examination, and available resources. By the end of the first
year the BSD should be able to conduct a full scope examination.

This benchmark has been technically met.

BSD examiners are conducting full scope examinations, as well as frequent targeted
examinations. However, reddent advisors ae not paticipating in ongdte
examinations.  In the pad, this was because bank supervison management in
Ramdlah and Gaza were prohibiting such participatiion untii the PMA Board and
Acting Governor Haddad approved. This gpprova has been given; however, the sole
resdent advisor was required to be in the PMA asssting with managerid issues and
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unable to be out of the PMA for the extended periods required to participate in an on
gte examination.

E) Bythe end of six monthsa preliminary plan for rationalization of a Call Report
should be presented which should be adopted by the end of the first year of the
contract. By the end of thefirst year of the contract at least a rudimentary early
warning system should be in place with summary management reports for
senior management. By the end of the first year a draft offsite policy and
procedures manual should bein place.

This benchmark has been technically met.

The new Report of Condition and Income, including schedules and line item
ingtructions, has been completed and released to the banks. Banks reviewed these
reports and the PMA, in conjunction with Barents Group advisors, conducted
consultation sessons with the banks to promote timely and accurate submisson of
financid data PMA daff is monitoring banks progress and supporting ther effort as
necessary. As of the end of January 2003, there was 100% compliance with the filing
requirements.  While errors were identified in submitted reports, these were minor in
nature and easily corrected.

In addition, the PMA facilitated the development of eectronic links connecting
banks headquarters with their branches, which will enhance speed and accuracy of
financid data gathering by the banks.

Programming indructions for the Uniform Bank Performance Report (UBPR), an
integrd part of the early warning system, have been completed and submitted to the
PMA’s Information Technology Depatment. Presently, the Information Technology
Department is designing an Oracle database that will capture data submitted by the
banks and generate the UBPR.

As pat of Supervisory File and Supervisory Action Plan, the offdte scheduling
process was developed. The offste scheduling process incorporates routine activities,
eg. monthly reviews and quarterly CAEL andyss, and will dso coordinate activities
with the ongite arealin order to begin to introduce an integrated supervisory gpproach.

F) By the end of six months, work should have begun on a pilot program for
problem bank resolution.

This benchmark has been technically met.

An advisor presented the PMA with a draft program for problem bank resolution in
October 1999.  Condgdering the level of problems with the banks a the time, focus
of the PMA bank supervison depatment was directed toward examination
scheduling and the development of sound examination procedures.
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During the second quarter of 2003, the resident advisor has drafted a Corrective
Action Program for dedling with problem banks. The draft, which was digributed to
the department, provides for consistent gpplication of corrective actions.

G) By the end of the first year a draft policy and procedures manual for problem
bank resolution should be prepared.

This benchmark has been technically met.

As noted above, a draft policy and procedures for problem bank resolution were
delivered to the PMA. The origindly drafted problem bank resolution documents
have been reviewed and a draft program for deding with problem banks has been
prepared and presented to the PMA. Implementation of the program will follow the
PMA'’s review and discussons. Once this occurs, the program should be tested for
applicability to the Paedtinian legd framework and banking environment.

H) By the end of the first year recommendations should be prepared regarding
policies and procedures for evaluating licensing applications.

This benchmark has been technically met.

During October 1999, a licensng expert continued efforts Started earlier in the
contract. The advisor developed a comprehensive bank license approva package.
This package provides for more detalled information regarding the potentid bank’'s
founders dong with the managing board and bank adminidrators. The advisor dso
developed a document-processing checklis to ensure that dl pertinent documents
relating to the bank’s application are checked when received. The advisor provided
guidance on the trestment of Money Changers under the bank regulatory processes in
the West Bank/Gaza. These policies and procedures remain outstanding items with
regard to follow-up by the PMA.

[) By the end of the first year an outreach program to improve communication
with the commercial banks should bein draft form.

This benchmark has not been technically met.

The reluctance of PMA senior management to go forward in this area was the mgor
impediment to meeting this benchmark. Mestings are now being hdd with the
bankers and the PMA is represented on the Association of Padegtinian Bankers (the
bankers association.) A true “outreach program” has not been developed and while
discussons of such ae held from time-to-time, meetings are held on an as-needed
bass and are for specific, pressing issues a the time.  Although no forma outreach
program is in place, the PMA has begun to consult with banks on issues such as new
regulations, regulatory reporting, management information systems, and information
technology, and has included Barents Group advisors in these consultations

J) By the end of the first six months an evaluation should be made on the
deficiencies in the regulatory structure. By the end of the first year drafts of
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changes to the regulatory structure should be prepared for discussion with
counterparts.

This benchmark has been technically met.

Work on this benchmark was initidly deferred pending the approva by PMA senior
management of the overdl Strrategic Plan submitted by the Barents Group Senior
Policy Advisor. Draft regulations were subsequently developed in August and
September 2000 covering  Provisons and Collaterd for Facilities, Credit
Concentrations and Investment in Securities, Cgpitd Adequacy Ratio and Minimum
Capitd Reguirements, Open Currency Podtions, Liquidity Requirements, and
Invesment Securities and Bank Deder Activiies  In addition, a definition of
‘resdent’ was prepared according to IMF requirements. The draft regulations were
compaed agang the draft of the Pdedinian Banking Law to ensure that they
complied with its articles.

K) Within three months, a draft integrated bank supervision training program
should be prepared for approval by the PMA. By the end of six months at |east
monthly classes should bein place.

The reguirements of this benchmark have been technically met.

Comprehensve training programs were developed for new hires during the firs and
second quarters of 2000 and during the second quarter of 2003. In addition, severd
ad hoc training sessons have been conducted throughout the project on an as needed
basis.

IV. IMPEDIMENTSTO PROGRESS (Bottlenecksto Further Progress)

The mgor and sgnificant obstacle to ongoing technica assistance being provided to
the PMA is the inability of al concerned — PMA, bank managers, USAID officids,
and USAID advisors — to move fredy within the West Bank / Gaza and to trave to
and from these areas. No rdief from these redtrictions is anticipated over the short-
term.

V. PROJECT SEQUENCING

The effective ddivery of technicd assdance requires both qudity and quantity of
provide's. The FIU portion of the program was continualy chalenged by the
inability to deploy advisors because of the reluctance of the counterpart to host them.
Because of this, Barents (BearingPoint) was unable to meet expectations with regard
to edablishing the FU. In addition, efforts to provide assistance regarding centra
bank management were also cancelled by the counterpart.

VI. ADDITIONAL TASKSDELIVERED

Throughout the last year of this contract, the senior consultant provided the bank
supervison depatment with strong managerid assstance.  During this time period,
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the existing director was replaced by an outsde hire who required close, hands-on
assstance.

The senior consultant, a the specific request of Governor Haddad, lead a team of
senior PMA officids in the devdopment of a survey to capture prudentid banking
supervison practices from some fifty (50) countries. He dso dedgned a
comprehengve written and ord examination that was presented to al members of the
depatment. The examination was designed to gauge the generd knowledge leve of
al depatment employees. The examination scores will aso be used as pat of the
department’ s promotion program.

All during his time with the department, the senior consultant provided guidance and council
in the area of personnel management. He assisted in the interview process for over 50
candidates; he discussed employee motivationa techniques, and he participated in PMA
senior management meetings — providing in-put on awide variety of managerial issues.
During the find months of the project, the PMA Governor requested assistance from
an advisor experienced in centrad bank management, Structure and procedures,
induding experience in central bank administration. The proposed scope of work for
this advisor would have been reviewing and revisng (as needed) the PMA's Bylaws,
as well as deveoping operationd manuds for each of the departments - except the
bank supervison depatment which dready has an operationd manua. BearingPoint
proposed an advisor, but the PMA governor cancelled the proposed trip.

VIl. ROLE OF THE COUNTERPART

Throughout the program, bank supervison depatment daff was receptive to dl
technical assstance provided on-the-ground. There was a change of leadership at the
PMA during the period of the program and there were four changes in senior
department  management. Each of these changes brought new counterpart
persondities for the advisor team. The advisors were successful in meeting these
chalenges.

VIIl. ROLE OF OTHER DONOR ORGANIZATIONS

The resdent advisor met with representatives from the US Treasury Depatment's
Office of Technicd Assgance during December 2002 during their brief vidt to the
PMA. The representatives expressed an interest in providing technical assistance in a
number of areas, but no definitive commitments were made at that time, or sSince,

IX. PROBLEMSSTILL TO BE ADDRESSED

The banking supervison function of the PMA has improved dgnificantly over the
past four and one-hdf years. The Banking Law is now adopted and implementing
regulations (in the form of circulars) have been adopted. A strong management team
isnow in place and training of staff continues.

However, bank supervison remains very fundamentd — emphads continues to focus
on compliance as opposed to risk management capacity of bankers. In generd, banks
operating under the authority of the PMA are sound. Because of this, the PMA has
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time to further develop its overdl supervisory capecity with little fear of a bank
falure or mgor sysemic problems. Banks ae suffering loan qudity problems
however, provisoning requirements have resulted in sufficient reserve levels being

maintained.

The problems facing the PMA in the area of bank supervison are:

A.

B.

Organizationa:  The degrability of having the Licenang Unit in
Gaza; the development of a Consumer Complaint Unit.

On-dgte supervison  Further devdopment of the examining gaff in
the ability to andyss bank financid data and operationd practices
and then present a meaningful summary of ther findings —
highlighting their conclusions and recommendations.

Off-dte supervisont  The unit has the tools necessary to do their
job, however, they lack the skill to peform true anadyses of daa
reviewed.

Problem Bank Resolution The PMA has not adopted a standardized
format for dedling with problem banks.

Financid Intdligence Unit:  The PMA has not gone forward with
this citicd dement of banking supervison — from a legd
framework perspective, a data gahering dandpoint or  an
enforcement aspect.

X. SUGGESTIONS WHERE FURTHER TECHNICAL ASSISTANCE
COULD BE DELIVERED

Further technica assstance could be ddlivered in the following aress:.

Organizationd Structure:

A.  Assessment of organizationd dructure with emphass on the
desrability of having the Licensng Unit in Gaza.

B. Assessment of the feashbility of developing a Consumer Complaint
Unit.

On-dte Supervison:

A.  Providing onrthe-job (OJT) training during on-Ste examinations.

B. Deveopment of dandardized Report of Examination (ROE)
comments.

C. Devdopment and implementation of an examingr certification
program.

D. Devdopment and implementation of examination procedures for
money changers.

E.  Implementation of a CAMEL Rating Matrix.

Off-gte Supervison:
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A. Assginthe deveopment of meaningful andyss comments.
B. Review and modify the Early Warning System.
Problem Bank Resolution:

A. Review, modify (as needed), and implement standardized policy
and program.

B. Identify and tran a team of examines to ded with these types of
inditutions.

Traning

A. Conduct forma classoom training sessons as given in the past for
new employees.

B. Provide formd traning in the aess of funds management;
invesments, effective communications (both ora and written); 1T
examination  practices;, and, opedaionad and maket risk
management.

C. Provide US-based training opportunities — Federal Reserve Bank
internships.

D. Fadlitate inter-regiond training opportunities

Ouitreach:

A. Deveopment and deliver outreach programs for bankers, the
generd public, externd auditors, the financid press, the PLC and
the Office of the Prime Minigter.

Financid Intdligence Unit: (Given the counterpat’'s nonracceptance of

assgance offered during the last year, the PMA was be fully aware of the
expectations of them and then their commitment to adhere to those expectations
must be obtained.)

A.

Codification of a legd framework to establish an FIU in keeping
with advisor recommendations.

B. Egablishment of an FIU within the PMA.

C. Devdopment of an IT infrastructure to track financid data
necessary for enforcement of anti-money laundering provisons.

D. Off-gte traning, either third country or U.S-based, for members of
the FIU to more thoroughly understand the operations of an
operating FIU.

Other Issues:
A. Assgance was requested by the counterpart, a the conclusion of
the task order, in the following arees.
Centra bank operations procedures.
Mergers of commercia banks.
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B. Assss the feashility of devdoping a regiond Bankers Training
Center

C. Review and updae PMA Adminigration Depatment Policies &
Manuas

D. Assssthe adeguacy of the PMA’sinternal audit operations

E.  Providetraining to the PMA’s Research Department

F. Review and update the policies & practices of the Clearing House
Department

G. Review and update the policies & practices of the Legd Department

H. Review and update the policies & practices of the PMA advisors to
the Governor and the Governor’s Office

.  As3g the Bankers Training Center (which is part of the PMA) in
the development of a core set of classes to be offered on a regular
basisto both PMA staff and bank staff

J  Assg the Bankes Association in becoming a viable and
condructive lobbying and education unit for the banking industry

K. Fadlitate the development of working groups within the Bankers
Asociaion in a vaiety of banking areas — credit risk andyss,
customer service, capita adequacy, funds management, etc.
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ATTACHMENTS

March 16, 1999 Diagnostic Report

1999 — 2001 Strategy

2003 Operating Plan (Strategy)

Off-gte Supervison Manua

Draft Banking Law

Draft PMA Law

Report & Recommendations for Dedling with Problem Banks (9/99)
Proposed Corrective Action Program (4/03)

Training Needs Assessment (2/03)

Proposed Training Schedule (6/03)

. CD-ROM containing Arabic and English versgons of the following:

1) Cal Report — formsand ingructions
2) On-SteManud
3) Operation Manua
4) Training Courses—
a) Basc Bank Supervison
b) Introduction to Credit Risk
c) Off-Ste Supervison
d) IT for Examiners
e) Audit and Control
f) Funds Management
g Examinaion Management
h) Accounting for Examiners
1) Introduction to the Cal Report
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